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Emerging Issues In Export Competition:
A Case Study Of The Brazilian Market

Concern over U.S. export competitiveness has
risen sharply in the changing world trade en-
vironment. Developing countries now play a
greater role in world trade, and the types of
barriers faced by U.S. exporters have shifted
from multilaterally negotiated tariffs to an
imaginative variety of import restrictions. The
lack of multilateral discipline covering these
practices has allowed greater latitude for
foreign competitors’ varying trade techniques
to affect U.S. firms’ trade competitiveness.

This report, focusing on Brazil, identifies four
restrictive trade practices that can affect export
competitiveness in a country experiencing for-
eign currency shortages and restricting im-
ports: (1) bilateral trade arrangements,
(2) countertrade, (3) export financing, and
(4) compliance with trade-related industrial
policy requirements. GAO believes that the
United States may have to develop case-by-
case approaches to maintain competitiveness
in areas where multilateral rules are not likely to
be established in the near future.
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As part of our efforts to provide your Subcommittee with
information on the international rules governing trade, this
report discusses numerous emerging issues in export competition,
using the Brazilian market as a case study. Changes in the
world trading environment have created new challenges to the
U.S. exporter; for instance, developing countries now play a
greater role in world trade and the types of barriers faced by
U.S. exports have shifted from multilaterally negotiated tariffs
to an imaginative variety of import restrictions. In response
to concern over U.S. competitiveness in this changing trade
environment, this report identifies various forms of export
competition that have developed to meet current restraints on
world trade, specifically in developing country markets, and
also explores the trade issues affecting U.S. exports that have
emerged as a result of this competition.
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REPORT TO THE CHAIRMAN, EMERGING ISSUES IN EXPORT

SUBCOMMITTEE ON INTERNATIONAL , COMPETITION: A CASE STUDY
ECONOMIC POLICY, OCEANS, AND OF THE BRAZILIAN MARKET
ENVIRONMENT
SENATE FOREIGN RELATIONS
COMMITTEE
DIGEST

Over the last decade U.S. government and busi-
ness concern over U.S. competitiveness in world
export markets has heightened sharply, due to
both the increasing importance of U.S. exports
as a component Of gross national product and the
declining U.S. share in world markets. At the
same time, foreign export competition has become
more intense.

The world trading environment has also changed
over the past decade, resulting in greater
potential for bilateral trade arrangements to
develop. Developing countries now play a
greater role in world trade, and the types of
barriers faced by U.S. exports have shifted from
multilaterally negotiated tariffs to an imagi-
native variety of import restrictions. These
restrictions often are not prohibited by exis-
ting international trade rules or are justified
under infant industry, national security, or
economic hardship rationales. This lack of mul-
tilateral regulation in many trading areas has
helped to generate a trade environment in which
the willingness to engage in bilateral practices
has become an important competitive factor.

In response to Congressional concern over U.S.
competitiveness in this changing trade environ-
ment, this report

--identifies various export techniques that
foreign trade competitors have developed to
meet the import restrictions and foreign
exchange shortages which now typically
restrain trade with developing countries, and

--explores the trade issues that have emerged as
a result of this competition, and the applica-
tion of existing multilateral trade rules to
such trade issues.

i GAO/NSIAD-85-121
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GAO chose Brazil as a case study to illustrate
new forms of export competition because: (1)
its trade environment--dominated by foreign
exchange shortages and import restrictions--
encourages innovative trade practices, (2) it
represents an important market for U.S. export
trade, and (3) it is the first and only country
thus far with which the United States has signed
a bilateral trade accord meant to match the
exclusionary trade accords of U.S. competitors.
(See ch. 2.)

GAO focused on three high-technology sectors of
the Brazilian market in which the United States
has historically been competitive and which are
considered growth sectors for imports over the
next decade: (1) electric energy, (2) compu-
ters/telecommunications ("informatics"), and (3)
aircraft/avionics. GAO also identified France,
Japan, and West Germany as major trade competi-
tors in the Brazilian market.

NEW FORMS OF
EXPORT COMPETITION

GAO's review identified four trade practices
which are considered key factors in export
competitiveness in Brazilian markets. These
include: (1) bilateral trade accords, (2)
countertrade, (3) export financing, and (4)
compliance with trade~related industrial policy
requirements.

Securing market access through
bilateral trade accords

Because the Brazilian government has used
detailed, government-to-government agreenments,
rather than open competitive bidding, in
‘awarding major project contracts in some
sectors, U.S. firms had been virtually excluded
from these markets. The United States has had
no basis under existing multilateral rules to
complain about the use of such exclusionary
trade practices because they are not prohibited
by the General Agreement on Tariffs and Trade
(GATT) and, Brazil, like most developing
countries, has not signed the Government
Procurement Code of the GATT.

ii



In 1982 the U.S. government recognized such
bilateral accords as the only way to compete for
access to parts of Brazil's large energy market,
and in April 1983 it signed similar accords or
Memorandums of Understanding (MOUs) with the
Brazilian government for developing Brazil's
hydroelectric and thermoelectric resources.
These accords represent a potentially
significant new approach in U.S. trade policy
toward imitating the exclusionary bilateral
trade practices of U.S. competitors.

U.S. exporters support the use of these accords
worldwide, since they believe that they are
often disadvantaged in overseas markets due to
competitor government involvement.

Countertrade: a growing phenomenon

Countertrade appears to be a small but recently
growing phenonmenon in a number of developing
nations which, faced with foreign exchange
shortages, increasingly encourage or require
countertrade arrangements. Broadly stated, a
countertrade transaction sets up a link between
the buyer and the seller, obliging the seller to
purchase certain goods from the buyer in order
to offset the price of the original sale. Thus
countries, like Brazil, which are troubled by
illiquidity, see countertrade as one means of
obtaining imports while retaining scarce foreign
exchange, with the additional bonus of
guaranteed export markets. Despite these
advantages, countertrade can hold somewhat
hidden disadvantages as well. (See ch. 3.)

Although countertrade threatens an open,
non-discriminatory multilateral trading system
by foreclosing market sectors from competition
based on price and quality, its use 1is not
prohibited by international or U.S. law.
Government mandated countertrade is strongly
opposed by U.S. and GATT policy, however.

GAO's review found that Brazil considers the

willingness to countertrade a significant com-

petitive factor in <certain market sectors.

Although its government does not formally pro-

mote countertrade, Brazil has been cited as one

of the most prominent countries outside the
Tear Sheet iti



Eastern Bloc¢ using countertrade. Although coun-
tertrade deals are difficult to document, busi-
ness sources estimate countertrade at 2 percent
to 50 percent of total Brazilian trade, and
U.S. firms expect this figure will rise.

Competition in export financing

For several years before Brazil's financial
problems reached the c¢risis stage in late 1982,
competitor governments seeking to win sales to
Brazil pursued aggressive export-financing pro-
grams. Since late 1982, however, competitor
medium- and long-term export financing for
Brazil has virtually dried up, and the U.S.
Export-Import Bank (Eximbank) has led in making
available continued export financing to Brazil.
(See ch. 4.)

Still, foreign competitor governments do gener-
ally offer a wider range of export support pro-
grams--such as inflation risk insurance, mixed
credits, and local cost support--than does the
United States. Another important difference is
that Eximbank, as a matter of policy, provides
financing for specific projects, whereas France
and Japan may also approve general purpose lines
of credit.

Although the Organization for Economic
Cooperation and Development (OECD) has an
Arrangement on Official Export Credits which
stipulates minimum interest rates and maximum
credit terms for official medium- and long-term
export credits, other financing methods not
disciplined by this Arrangement have become com-
petitive factors in Brazil. These methods
include parallel financing (unrelated and addi-~
tional financing), leasing arrangements, and the
use of mixed credits or (low interest develop-
ment assistance funds blended with export
credits). (See pp. 51-59.)

Compliance with trade-related
industrial policy reguirements

Brazil has been a leading country in targeting
certain industries for accelerated, government-
supported national development. Brazil's goal
is to replace imported products and technologies
with Brazilian ones and, in the process, allevi-
ate its balance~of-payments deficits. (See ch.
5.)

iv



Foreign firms interested in exporting to
Brazilian markets face protective import re-
strictions, preferential government procurement
practices, and investment performance require-
ments such as technology transfer, use of
Brazilian-made components, export requirements,
and Brazilian majority ownership requirements.

The trade effects of such restrictive policies
may be that whole sectors are closed to foreign
imports in order to protect the local developing
industry. This has been the case, for example,
since the 1970s, when Brazil targeted certain
segments of its informatics and aircraft sectors
for national development. As a result, foreign
exporters of these products were closed out or
had to transfer technology and locate in Brazil
to compete in its market.

Investment performance requirements are
proliferating in Brazil and in the developing
world overall. U.S. efforts to bring these
under the Gerneral Agreement on Tariffs and
Trade have met with resistance from both
developing and industrialized countries,
Without established international discipline,
there is wide latitude for foreign countries and
firms to respond to Brazil's industrial
targeting practices.

GAO did not find definitive answers to the
question whether foreign competitors in Brazil
have been more responsive than U.S. firms in
complying with such investment performance
requirements, nor did GAO find competitor
government support for such an approach. The
U.S. business community does. perceive foreign
competitors as being more compliant with these
requirements, however.

CONCLUSIONS

To be competitive in sectors of the Brazilian
market, the United States may need to engage in
innovative trade arrangements that accommodate
Brazil's financial problems, industrial target-
ing strategies, and procurement preferences.
These types of arrangements are not, for the
most part, governed by multilateral rules, and
foreign competitors' varying bilateral practices
have become competitive factors. U.S. trade

Teaar Sheet v



policy typically seeks multilateral solutions to
trade issues and GAO believes the U.S. govern-
ment should continue to assess what issues are
likely to be resolved through multilateral
efforts. For those areas where no near-term
progress in establishing multilateral rules is
likely, however, GAC believes the U.S. govern-
ment needs to focus its attention on developing
creative, case-by-case responses, particularly
if these responses encourage other countries to
seek multilateral solutions.

AGENCY COMMENTS

The Commerce and State Departments and Eximbank
commented that the United States has maintained
its competitiveness in the Brazilian market and
that the report does not prove that the trade
practices discussed have in fact affected U.S.
exports. GAO emphasizes that the report's pur-
pose was not to draw conclusions regarding over-
all U.S. competitiveness in Brazil. Rather, it
was to identify trading practices that a coun-
try, such as Brazil, has itself indicated are
competitive factors in certain market sectors.
It seems inescapable that countries willing to
comply with Brazil's trading preferences will
win market share. For example, in the electric
generating market-- one in which U.S. firms com-
pete well worldwide--U.S. firms had been ex-
cluded due to other countries' willingness to
use MOUs.

Commerce also stated that these trade practices
may be unique to Brazil. GAO notes that only
the bilateral MOU technique has so far been
unique to Brazil; the other trade practices
discussed in the report--trade-related invest-
ment regquirements, competitive export financing
techniques, and countertrade--have become per-
vasive in the global market. The U.S. business
community is seriously concerned about them, and
they have been the subject of discussions and
negotiations within the GATT and the OECD.

Commerce, State, and the Office of the U.S.
Trade Representative also expressed their view
that the report overemphasizes the significance
of the U.S. bilateral accords with Brazil. GAaAO
made it clear in the report that the MOUs so far
cover only a few products and projects. How~
ever, Commerce gave considerable publicity to
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this effort and even in their comments asserted
that the MOUs could have application in other
countries.

Commerce and State also questioned GAO's ques-
tionnaire methodology and results. GAO notes
that its questionnaire was developed by gques-
tionnaire and statistical experts and was pre-
tested with U.S. exporters to Brazil. GAO notes
that Commerce provided no support for its asser-
tion that the GAO survey data does not reflect
the respondents' views.

Many of the specific comments, particularly
those provided by Eximbank, were used to update
and clarify matters discussed in the report.
The Treasury Department did not provide comments
on this report.
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CHAPTER 1

INTRODUCTION

During the 1last decade, U.S. government and business
concern over U.S. competitiveness in world export markets has
heightened sharply, due both to the increasing importance of
U.S. exports as a component of gross national product (GNP)!
and to the declining U.S. share in an expanding world market.2
With the U.S. economy now inextricably linked with world trade,
the recession-induced contractions in 1981 and 1982 in the value
and volume of world trade and the unprecedented size of the
U.S. trade deficit have further sharpened U.S. interests in its
ability to compete for world markets.

At the same time, exporter competition for markets has
become more urgent and aggressive. The primary export competi-
tors of the United States also have an increased stake in the
world export market, in terms of GNP generated from exports, and
except for Japan also have seen declines since 1970 in their
shares of world exports.

The world trading environment has also changed over the
past decade to allow greater latitude for bilateral trade
arrangements. Less developed c¢ountries (LDCs) now play a
greater role in world trade, and the types of barriers faced by
U.S. exports have shifted from multilaterally negotiated tariffs
to an imaginative variety of import-restrictive measures. These
restrictions often are not governed by existing international
trade rules or are justified under infant industry, national
security, or economic hardship rationales. Such an environment
provides clear opportunities for countries to solve trade issues
through bilateral trade arrangements or other individual respon-
ses to these new types of restrictions.

This report is an effort to (1) identify forms of export
competition developed in response to the changing trade environ-
ment in an important export market and (2) highlight the trade
issues that have emerged as a result of this competition. Each
chapter deals with a type of export practice that we found to be
a significant competitive factor, the trade issues arising from
it, and the applicability of multilateral rules to these issues.

Tu.s. exports as a percentage of GNP grew from 4.3% in 1970 to
9.9% in 1984,

2Phe U.S. share of free world exports declined from 15.4% in
1970 to 12.8% in 1982, while the value of world exports grew by
about 600% over this same time.



WHY BRAZIL?

We chose Brazil as a case study capable of illustrating new
forms of export competition because (1) it is a presently diffi-
cult but potentially wvery important market in itself and those
seeking to export there would have to be innovative in their
trading practices, (2) the major factors affecting exports to
Brazil--foreign exchange shortages and industrial policy-related
import restrictions--have become increasingly common around the
world and comparisons of U.S. and foreign competitors' reactions
to these can signal emerging competitive differences, and (3)
it is the only country so far with which the United States has
signed a bilateral trade accord meant to match the exclusionary
trade accords used by its competitors in Brazil and elsewhere.

Within Brazil, we focused on three high-technology sectors
in which the United States has been and is expected to continue
to be competitive~~electric energy, computers/telecommunications
("informatics"), and aircraft/avionics. These three broadly
defined sectors are also considered growth sectors for Brazilian
imports and are already targets of aggressive exporter
competition.

The countries we selected as major export competitors are
Brazil's currently top developed-country suppliers: France,
Japan, and West Germany. Market shares of Brazil's non-o0il
imports are: 30 percent for the United States, 12 percent for
West Germany, 8 percent for Japan, and 5 percent for France. 1In
the aircraft/avionics sector France is the primary competitor,
and all three are major competitors in the other two sectors.

BRAZIL'S TRADING ENVIRONMENT

Like many developing countries, Brazil's trading environ-
ment is characterized by two major forces: (1) foreign exchange
shortages requiring import restraint and export expansion
efforts and (2) the determination to carry out its ambitious
national development goals through industrial targeting poli-
cies, often 1limiting the types of imports allowed into the
country.

Origin of Brazil's
financial crisis

Brazil's foreign debt crisis had its origins in Brazil's
reluctance after the 1974 "oil shock"™ to slow its ambitious
national development program, with the result that its current
account deficit gquadrupled. The Brazilian government chose to
finance this deficit through foreign borrowing rather than
adopting austerity measures to reduce import demand. Brazil's
foreign debt grew, and by 1976 interest payments became the



largest single component of its current account deficit, sur-
passing the trade deficit as the major cause of debt growth. By
the late 1970s, worldwide inflationary pressure and economic
recession had brought sharply higher interest rates and cuts in
Brazil's export growth. As a result, Brazil's debt service
ratio reached 96 percent in 1982--i.e., wvirtually all export
earnings were consumed in making interest and principal payments
on its external debt.

By mid-1982, especially after the Mexican debt crisis in
August 1982, foreign bankers lost confidence in Brazil's ability
to overcome its problems and cut off Brazil's access to medium
and long-term credits but still permitted short-term credits.
This caused Brazil's short-term borrowings to escalate sharply
and, combined with banker worries about the debt situations of
major foreign borrowers, led in December 1982 to a total col-
lapse of lending to Brazil. Remaining short-term credit lines
to Brazil evaporated, rendering Brazil unable to meet 1its
external financial obligations. An interim payments moratorium
was declared, during which Brazil, the banks, creditor govern-
ments, central banks, and the International Monetary Fund (IMF)
cooperated to arrange a multi-billion deollar bridge financing
package, allowing Brazil to meet debt service payments until a
longer term strategy for managing its debt problem was in place.

The primary objective of this economic adjustment program,
implemented in mid-1983, has been to restrain debt growth and
encourage trade surpluses to the point where debt service pay-
ments are manageable and lender confidence is restored. Trade
surpluses had to be achieved initially by cutting imports andg,
if possible, increasing exports. Steadily rising Brazilian
exports would then permit some resumption of Brazil's import
growth and new productive investment. Even so, it is generally
agreed that Brazil will still have to achieve huge trade
surpluses throughout the 1980s, especially if international
interest rates fluctuate higher.

Brazil's balance of trade

To offset the debt service payments on its presently more
than $100 billion foreign debt (as of early 1985), Brazil has
sought to achieve trade surpluses primarily by drastically
cutting imports, since its export expansion strategy was
undercut by the world recession in the early 1980s.

3about three-fourths of Brazil's total debt is tied to floating
interest rates, and the U.S. Treasury estimates that for every
1 percent rise in U.S. interest rates, Brazilian debt payments
rise by $750 million a year.



Brazil's trade balances during 1980-83 with the United

States, France, uapan, and West uermany are shown in table 1.
The United States now holds by far the 1argest trade deficit

Lu 5‘[‘&211. in IaC'L'., UI DKaZl.L 5 r.raue SUI'PJ.USES Wltn tne
world, the United States accounted for about 56 percent in 1981,
108 percent in 1582, and 37 percent in 1583. In 1983 and 1964,
Brazil actually exceeded its IMF targets, raising its trade
surplus to over $6 billion in 1983 and to well over its $9
billion target in 1984.

%
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Table 1

Brazil's Trade Balances With France, Japan,
the United States and West Germany

1980 1981 1982 1983 1984

(millions)
France $ 157.8° $ 254.6 $ 322.1 S 434.6 $ 464.9
Japan 166.0 -20.3 413.6 872.0 962.0
United States =~591.4 607.7 1,173.0 2,654.3 5,412.9
West Germany ~257.2 241.1 288.9 426.0 626.6

Source: Government of Brazil trade statistics.

The shares of the United States and its competitors 1in
Brazil's non-oil import market are shown in table 2, and the
shares of each country in the three sectors we studied are shown

in table 3. Clearly, the United States is the major supplier
in each of these sectors, although the Foreign Commercial Serv-

ice in late 983 arned of increasing third-country competition
in the Rrazilian rket.



Table 2
Shares of Brazil's Non—0il Import Market

1979 1980 1981 1982 1983 1984
(millions)
Total imports $18,084 $22,955 $22,091 $19,397 $15,429 $13,916
Crude petroleum =-6,266 -9,368 =10,547 -9,568 7,822 6,735
Non-oil imports 11,818 13,587 11,544 9,829 7,607 7,181

United States 3,240 4,101 3,504 2,849 2,409% 2,297
(27.4%) (30.2%) (30.4%) (29.0%) (31.7) (32.0%)

Japan 1,085 1,066 1,240 877 561% 563
(9.2%) (7.8%) (10.7%)  (8.9%) (7.4} (7.7%)
West Germany 1,356 1,594 1,076 858 705% 629
(11.5%) (11.7%)  (9.3%) (8.7%) (9.3) (8.8%)
France 571 665 597 561 456% 371
(4.8%) (4.9%)  (5.2%) (5.7%) (6.0) (5.2%)

Source: Bank of Brazil.
Table 3

Brazil's Imports By Sector

Telecommunicationsa

1979 1980 1981 1982 1983 (est.)
(millions)

United States $ 61.8 $ 69.4 $ 75.8 §$ 34.5 $111.5

West Germany 29.3 19.9 18.7 10.5 13.3
Japan 65.5 47.9 46.1 30.1 97.4
France 10.9 2.6 3.5 3.6 1.5
United Kingdom 12.1 8.5 4.7 1.2 5.7
Sweden 6.0 3.6 18.2 4.9 2.6
Others 50.6 19.0 15.1 13.2 23.0

Total $236.2 $170.9 $182.1 $98.0 $255.0

arncludes telegraph, telephone and carrier wave equipment and
telephone and carrier wave equipment and spare parts, frames,
terminal boxes, radio telephone and telegraph transmitters and
receivers, and broadcasting equipment and parts.



Informatics?@

1979 1980 1981 1982 1983 (est.)
(millions)

United States $43.0 $50.5 $59.9 $64.2 $51.7
West Germany 4.4 9.1 1.6 1.3 1.0
Japan 17.0 12.0 19.9 17.3 5.2
France 6.2 7.8 8.4 7.1 1.8
United Kingdom 1.3 3.7 3.6 0.9 1.6
Switzerland 9.3 1.8 2.1 4.3 24.2
Others 3.2 4.3 20.8 8.1 7.1

Total $84.4 $89.2 $116.3 $103.2 $92.6

aIncludes data processing egquipment, peripherals (printers,
terminals, desk and tape drives, data entry terminals, etc.)
digital circuits, etc.

Energva
1979 1980 1981 1982 1983 (est.)
(million)
United States $268.3 $293.2 $298.7 $277.3 $215.6
West Germany 140.6 139.1 126.5 119.6 67.9
Japan 222.9 216.2 293.8 309.2 195.8
France 79.5 149.4 89.7 73.2 36.5
United Kingdom 41.0 79.2 68.5 16.0 31.0
Sweden 16.0 20.5 58.0 181.5 45.5
Others 274.8 265.5 203.4 182.6 101.5

Total $1,043.1 $1,163.1 $§1,138.6 $1159.4 $693.8

alncludes electrical power generating equipment, transformers,
voltage accumulators, etc.



Aviation/Avionicsa

1979 1980 1981 1982 1983 (estimated)

————————— (milliong) = = = = = = = = =
United States § 85.8 §365.1 $191.3 $ 82.7 $272.1
West Germany 4.6 5.6 3.8 2.0 8.3
Japan 2,8 1.8 2.7 3.9 10.3
France 12.4 99.1 61.5 170.9 20.2
United Kingdom 11.8 4.7 7.3 8.1 5.8
Canada 11.8 25.0 22.1 4.0 16.7
Holland 2.1 3.0 1.2 2.1 12.4
Italy 3.0 15.5 2.5 2.9 4.3
Others 12.1 9.3 6.0 7.2 27.3
Total $146.4 §$529.1 $298.4 $283.2 $377.4
STEDUIINENE SIS ST SEmmsmmpmme 0 Sooonmmeemmm

@Includes jet, turboprop, and propeller aircraft; helicopters;
flight simulators and parts; radar systems; radio navigational
apparatus; cargo handling equipment; engines; tires; parts and
accessories, etc.

Source: U.S. embassy, Brazil.

Brazil's industrial targeting policies

Brazil's ambitious national development plans are embodied
both in generally applicable import restrictions and in various
sector-specific development plans.

All imports regquire an import permit issued by CACEX, the
Foreign Trade Department of the Banco do Brasil. Under Brazil's
Law of Similars, import licenses are not allowed for items al-
ready made in Brazil or considered superfluous or luxurious. 1In
1980 CACEX began requiring each company to obtain approval for
expected import needs throughout the year. Priority is given to
import applications from firms which have contracted to export
products from Brazil or to contribute to Brazilian energy devel-
opment programs as a condition for obtaining import licenses.

Special taxes and tariff surcharges have also been placed
on imports. The Tax on Financial Operations, ranging up to 25
percent, is a tax on the value of foreign exchange purchased for
most imports. Tariff surcharges of 30 to 100 percent on several
thousand items were removed in late 1984 and were replaced in
some cases by a higher basic duty. Since 1980 Brazil has effec-
tively required foreign financing on imports of capital equip-
ment, consumer products, and chemical and steel products,
although recently this requirement has been relaxed. Also, from
mid-1983 to March 1984 the Central Bank centralized all foreign
exchange transactions, delaying payments for most imports.
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For some sectors, the Brazilian government follows a "mar-
ket reserve" policy, reserving certain markets for domestic
producers by controlling imports and foreign direct invest-
ments. This policy is now being applied most actively to the
high-technology areas, especially the "informatics" sector,4
for which imports must be specifically approved, since the
Brazilian government maintains that its control of this sector
is a national security interest. This market reserve policy
also applies to part of the energy and aircraft sectors. (See
ch. 5 for a description of such policies.) Sectors selected for
priority Brazilian development receive various tax and subsidy
benefits, as well as protection from import competition, and
foreign investments in these sectors are controlled through such
investment performance requirements as Brazilian majority
equity, technology transfer, local content, and export require-
ments.

OBJECTIVES, SCOPE, AND METBODOLOGY

We did this review to identify export practices developed
in response to the changing world trading environment and their
possible effects on U.S. exports. We visited Brazil and Japan
and held discussions with U.S. embassy representatives,
Brazilian and Japanese governments officials, and U.S. and
Brazilian businessmen. The overseas work was supplemented, at
our request, by information from U.S. embassies in West Germany
and France. We also talked with officials of agencies cognizant
of Brazil-U.S. trade relations and many private sector represen-
tatives. We also examined official government files and cable
traffic. Most of our review work was done in 1984 and early
1985, before 1984 trade statistics became available. Also, the
March 1985 change of administration in Brazil may mean changes
in some of the policies discussed in this report.

To help us analyze the experiences of the selected U.S.
industries in Brazil and their knowledge of competitor export
practices, we designed and sent a duestionnaire to 273 high
technology firms believed to have recently been active in the
Brazilian market. (See app.Il.) The primary source document for
our mailing 1list was the November 1980 publication by the
Brazilian-American Chamber of Commerce entitled the "U.S.-Brazil
Business Listing."” This listing is a compilation of over 900
firms, subsidiaries, and affiliates operating in and/or having
interest in the United States and Brazil. We supplemented this
list with 1lists from the Brazil-U.S. Business Conference and

41n this report we are defining informatics in the broadest
terms, encompassing computer hardware and peripherals, software
and data processing services, semiconductors, transborder data
flows, and telecommunications equipment and services (referred
to in Brazil as "telematics.")



Department of Commerce. The response rate to our questionnaire
was 84 percent.

This review was performed in accordance with generally
accepted government auditing standards.

AGENCY COMMENTS AND GAC RESPONSE

Regarding our use of Brazil as a case study illustrating
certain trade practices, the Commerce Department stated that the
trade practices explored in the report may be unique to Brazil.
(See app. III.) We believe that Commerce should have recognized
that three of the four trade practices described in the report
are pervasive in the global market, particularly in developing
countries: trade distorting investment performance regquire-
ments, predatory export financing, and countertrade 4o concern
the U.S. business community and are more fully recognized by
other U.S. government trade agencies. Bilateral trade arrange-
ments appear to have been used exclusively in Brazil, and
Commerce itself still states these may have application in other
countries.

The Commerce and State Departments and Eximbank comments
noted, and we agree, that the United States has maintained its
competitiveness in the Brazilian market over the past several
years, holding about 30 percent of Brazil's imports despite the
dollar's recent strength. They alsc noted that our report did
not prove that the trade practices identified in the report have
in fact affected U.S. export competitiveness in Brazil.

We emphasize that the purpose of our study was not to draw
such conclusions regarding overall U.S. competitiveness in
Brazil. Rather, it was to identify trading practices that a
country such as Brazil has itself indicated are important
competitive factors in certain market sectors--bilateral trade
accords in parts of Brazil's electric energy market, compliance
with Brazilian trade-related investment requirements in
informatics and light aircraft, and countertrade and
concessionary export financing offers wherever they can be
arranged to benefit Brazil's foreign exchange position. The
actual trade effects of these competitive practices cannot be
measured in terms of realized market share except in comparison
with what the share would have been without these distorting
practices. Commerce provided no such analysis to support its
assertion. We believe that such trade practices should be
viewed as current and potential threats to the export
competitiveness of U.S. firms, and we found that the U.S.
business community shares our concern about these. We also
found individual Commerce and State staff following these
potential problems, Embassy cables documenting them, and
specific instances where U.S. exports appear to have been
affected.



Commerce and State also questioned the methodology and
findings of our questionnaire. Our questionnaire (see app. I)
was developed with the assistance of questionnaire and statisti-
cal experts and was pre—tested with U.S. exporters to Brazil.
It was directed at a statistically valid sample of U.S. export-
ers to Brazil and the response rate was over 80 percent.
Commerce did not provide any basis for its assertion that the
survey data may not reflect the respondents' views,
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CHAPTER 2

SECURING MARKET ACCESS THROUGH
BILATERAL TRADE ARRANGEMENTS

According to U.S. government and business representatives,
the Brazilian government has long used detailed, government-to-
government agreements, rather than open competitive bidding pro-
cesses, as the basis for awarding long-term major project con-
tracts in some sectors. 1In late 1982 the U.S. Commerce Depart-
ment recognized such bilateral accords as the only way to com-
pete with foreign competitors for access to important sectors of
Brazil's large energy market, and in April 1983 it signed
several similar accords, or Memorandums of Understanding (MOUs),
with the Brazilian government for developing Brazil's hydroelec-
tric and thermoelectric resources.

These MOUs were highly publicized in the United States as
a flexible response to export competitors' trade practices and
as the first of a possible series of such bilateral accords
elsewhere in the world intended to match competitors' trade
practices. These accords have so far moved on schedule in terms
of American businesses working together with Brazilian partners,
and Commerce predicts that they could result in over $1 billion
in U.S. exports to a Brazilian sector dominated by European
exporters. Export-Import Bank of the United States (Eximbank)
support for such exports is considered vital but is not in any
way tied to or presumed for these special MOU projects.

These bilateral accords represent a potentially significant
harder line in U.S. trade policy, in the sense that in this
instance the U.S. government response to an exclusionary trade
practice~—-the reservation of certain Brazilian sectors for
designated suppliers—--has essentially been to imitate it. The
United States has no recourse for complaining multilaterally
about this practice, because Brazil has not signed the Govern-
ment Procurement Code of the General Agreement on Tariffs and
Trade (GATT), the only multilateral trade accord governing this
kind of practice.

Commerce Department interest in applying this bilateral
arrangement technique elsewhere, however, has waned somewhat
since early 1983, due to its desire to concentrate on achieving
success with it in Brazil and the need to identify other coun-
tries where it might be appropriate.
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COMPETITORS DOMINATE SOME BRAZILIAN
SECTORS THROUGH BILATERAL ACCORDS

In the three sectors we studied, bilateral accords were a
ksy compeuclve factor for electric power generation and ground
avionics egquipment. Although the details of such accords are
considered proprietary, in general they reportedly specify par-
ticipating firms, export financing and additional credit terms,
and performance timetables.

We also encountered reports that competitors have similar
detailed accords in other sectors, such as transportation and
agriculture. According to Commerce officials, European
groups——particularly the French, Swiss, and Germans--have domi-
nated parts of the electric power generation area through
such agreements; and in the ground avionics area, the French
have predominated over at least the past decade as a result

initially of such an agreement.

We did not find such accords to be a factor in the infor-
matics sector. We were told the Brazilian ministries differ in
their procurement policies: the Ministry of Mines and Energy
prefers such detailed accords with individual countries at least
partly as a means to generate additional foreign financing,
whereas the other ministries may prefer competitive bidding on
major projects.

In late 1982 the U.S. embassy in Brazil determined that
U.S. firms would not be able toc participate in Brazil's electric
energy market unless an agreement could be reached with the
Brazilian government similar to the acccrds signed by the
Europeans. These European accords with Brazil in the energy
sector have usually involved detailed information on projects,
participating firms, and financial and operational terms. In
most cases, the accords were concluded at the ambassadorial and
ministerial levels and occasionally at the head-of-state level.

U.S. firms have not competed actively in the ground avionics
area, according to Commerce officials, even though over the long
term it is a potentially strong market due to Brazil's need to
develop and modernize its airports. Elsewhere in the world,
however, U.S. firms are competitive in this area. The U.S.
embassy presently is not actively pursuing the MOU approach in
the ground avionics area.

U.S.-BRAZILIAN MOUS

Covering specific Brazilian electric projects, these MOUs
were signed by the U.S. Commerce Department and the Brazilian
Ministry of Mines and Energy in April 1983. They give U.S.
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firms specific periods of time to select Brazilian partner com-
panies, formulate project proposals, and have these approved by
appropriate Brazilian government agencies. (See app. II for a
copy of one of these MOUs.) If these steps are completed, the
MOUs in effect give U,S. firms the "right of first refusal" for
these projects. The projects are not, however, guaranteed to
U.S. suppliers, because Brazil will still consider financing
terms as well as price and quality in making procurement
choices. The time periods specified extend to December 31,
1985, for completion of some of the commercial contracts.

Unlike the accords signed by the Europeans, the U.S.-
Brazilian MOUs do not specify individual firms and financing
arrangements. The role of the U.S. government is not to direct
the assembly of the package deal but simply to use its good
offices to help American firms conclude commercial contracts
with Brazilian partners.

The U.S.-Brazilian MOUs are progressing on schedule. For
four of the five accords, U.S. and Brazilian companies had
preliminary contracts by April 1984--well within the time period
allowed. The fifth project involves a coal gasification plant
for which a feasibility study is first needed and which the
U.S. Trade and Development Program has agreed to finance.

The next step is for the Brazilian government to provide
the U.S.-Brazilian consortia with the basic technical specifica-
tions and instructions. Within 180 days after receiving these,
the consortia must submit their technical, commercial, and
financial proposals to the Brazilian government, which will
evaluate them to see that they are internationally competitive.
As of December 1984, three preliminary contracts were at this
stage with the Brazilian government, and one project had
progressed to the later stage where it has received Brazil's
technical specifications and its technical and financial package
was being prepared for Brazilian consideration.

U.S. exports resulting from these MOUs are expected to
amount to about $1 billion over 8 years, which would represent
20 to 30 percent of the equipment value for these projects. The
U.S. embassy in Brazil estimates that, with the signing of
commercial contracts, U.S. exporters will have at least a
35 percent share of the electric energy market, compared with
the virtual exclusion of the U.S. firms from this market over
the past decade.

U.S. clearance process for MOUs

The initial idea and impetus for these U.S. MOUs came from
the former U.S. ambassador to Brazil and the U.S. commercial
counselor in Brasilia. Although some parts of the Washington
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trade bureaucracy hesitated about using this unprecedented
approach, the MOUs were drafted and signed over a relatively
short time period--about 4 months--and few guestions were raised
in the interagency clearance process about the trade policy
implications of encouraging exclusive bilateral trade arrange-
ments.

The major concern during the clearance process was whether
the MOUs represented a U.S. government commitment to provide
export financing for the expected U.S. equipment exports.
Eximbank objected to any mention in the MOUs of Eximbank support
because its policy is to consider financing requirements only
for individual items for specified projects and not to authorize
any line of credit, as might have been implied if Eximbank
financing had been mentioned. Consequently, there is no mention
in the MOUs of financing, even though Commerce publications
state that Eximbank financing is expected and Commerce officials
consider Eximbank support crucial to the successful completion

of the commercial contracts.

Financing uncertainty

U.S. businesses participating in the U.S.-Brazilian consor-
tia formed as a result of the MOUs do consider Eximbank financ-
ing availability and terms to be crucial to the conclusion of
final contracts. Some businesses expressed confusion over the
contrast between Commerce's active interest in seeing U.S. firms
win these contracts and Eximbank's caution about what it might
be able to support. Certainly, the signing of the MOUs can be
interpreted as signaling special U.S. interest in achieving
these U.S. exports, particularly since this type of MOU is a
first for the U.S. government, has been highly publicized, and
thus has engendered special expectations.

With one exception, the projects as of January 1985 had
not progressed to the point where U.S. businesses have formally
requested Eximbank support, and so© the extent of support
Eximbank will provide remains unclear. For the one project
where the U.S. firm is preparing a package offer, Eximbank has
approved a preliminary commitment.

Financial considerations will be very important in Brazil's
final procurement decisions, and such contracts are not being
reserved for U.S. firms. 1In fact, Brazilian firms could do the
work and supply much of the equipment themselves, and Commerce
reports that the Brazilian government has in the past made a
deliberate decision to trade off some jobs in Brazil to obtain
incremental financing through the MOU process with other
countries. Thus foreign competition still exists for the U.S.
exporters, a condition necessary for U.S. Eximbank support.
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U.S. Brazilian MOUS in other sectors

The U.S. embassy in Brasilia has sought to identify other

sectors in Brazil for which MOUs can be negotiated. The U.S.
Department of Transportation in March 1984 signed a techn1ca1
MOU covering cooperation in transportation, but there is not

necessarily any progression to a commercial contract. Currently
under discussion are a U.S. commercial MOU in the fisheries area
and a technical MOU in the environmental area.

COMPETITORS' USE OF BILATERAL

AMDDODUIDAIMO SO TWITITITYI T
HOUONLDLMALDNLOD nuar..wnn.nz.

In a preliminary effort to determine whether such an MOU-
approach might be appropriate and desirable elsewhere in the
world, Commerce in June 1983 requested 28 Foreign Commercial
Service (FCS) posts to provide information on host government

rocurement practices. The responses received generally did not
reflect situations similar to Brazilian procurement practices,
with most posts reporting the prevalence of competitive bidding
practices for major projects.

Only one post, Ecuador, reported the common use of MOUs in
several sectors and noted that this approach would in time be-
come a normal way of negotiating with the government, especially
when tied to barter and compensation agreements. Although
such agreements are usually considered proprietary by the par-
ties, as they are in Brazil and Ecuador, Commerce assumes that
its FCS posts overseas would in most cases at least be aware of
their existence as a possible obstacle to U.S. exports.

In assessing the extent of such bilateral practices else-
where, an important difficulty exists in defining what consti-
tutes a bilateral trade arrangement similar to those in Brazil.
Because the interactions between government and business are
closer in France and Japan, for example, than in the United
States and because package deals, including government financ-
ing, can be arranged with the governments as active partici-
pants, formal trade "agreements" are not always necessary. Such
package deals are more common features of the international bid-
ding process for major projects than the detailed, government-
to-government agreements that Brazil prefers for some sectors.
Some FCS posts, for example, cited the prevalence of package
deals for major projects and the disadvantages for U.S. firms in
such situations, because, except for the largest U.S. firms,
many U.S. bidders lack the capability to compete for the com-
plete tender. Other posts noted that unless MOU-type proposals
were tied to financing, the countries would not be interested.
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Another aspect of this definiticnal problem is whether for-
mal "economic cooperation agreements"™ and "joint economic com-
missions" result in exclusionary procurement practices similar
to those resulting from Brazil's agreements. Such non-specific
government-to—-government accords are more common worldwide
than the detailed Brazilian type accords. Indeed, the United
States has such economic cooperation agreements with numerous
countries. The potential trade benefits of cooperative agree-
ments lie in improved U.S. opportunities to gain access to a
country's economic planning process and in stated commitments to
incgease trade levels possibly resulting in allocation of major
projects.

Through our gquestionnaire of U.S. businesses and regquests
for information from the U.S. Embassies in France, Germany, and
Japan, we sought to further identify whether these competitor
countries' use of bilateral agreements had the effect of secur-
ing export markets. However, the embassies reported virtually
no knowledge of other such agreements and U.S. businesses, while
reporting that these exist, could provide little concrete infor-
mation on then.

COMMERCE DEPARTMENT CAUTIOQUS
IN PROMOTING FURTHER MOUS

Despite Commerce's initial interest and stated intention in
April 1983 to identify opportunities for using the MOU approach
elsewhere in the world, Commerce did not actively pursue this
effort following the basically negative responses to its cable
inquiry. Commerce also noted certain disadvantages in pursuing
such accords more widely. For example, Commerce cautioned that
many less developed countries would agree to MOUs only if they
included parallel financing provisions for financing local costs
or general balance of payments support. Commerce also noted
that widespread U.S. use of MOUs might encourage export competi-
tors to sign more explicit and exclusive accords, resulting in
the exclusion of U.S. suppliers from important markets and lead-
ing to increased subsidization of export financing by other
countries. In addition, MOUs would not be necessary or desir-
able in countries which already follow open bidding procedures
and would contradict U.S. government objectives in countries
considering signing the GATT government procurement code.

By late 1984 Commerce had scaled back its initial interest
in wider use of MOUs in favor of focusing on their success in
Brazil and seeking to familiarize the FCS staff in other coun-
tries with these accords' possible commercial advantages.
Commerce was alsc not able to identify many other countries
practicing exclusionary major-projects procurement similar to
Brazil.
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Factors favoring success with this approach in Brazil are
optimal in terms of the commitment by the U.S. commercial coun-
selor there and the impetus given by the former U.S. ambassador
to Brazil to this approach. However, government trade officials
remain skeptical about the value and need for the MOU approach.
Commerce officials believe that once the energy MOUs with Brazil
start to result in actual sales, which should happen by the end
of 1985, there will be increased interest in this export tech-
nique from other agencies and FCS posts in other countries.

MULTILATERAL RULES DO NOT APPLY

The U.S. government seeks to promote an open trading system
through multilaterally agreed upon rules; however, the United
States has had no basis under existing multilateral rules to
complain about our competitors' use of such exclusionary trade
accords in Brazil. In fact, such practices are specifically
allowed for under Article III of the GATT which states that its
rules do not apply to "procurement for governmental agencies of
products purchased for governmental purposes.” Although our
foreign competitors have signed the GATT Government Procurement
Code, Brazil, 1like most developing countries, has not. The
U.S. government has sought to persuade Brazil and other coun-
tries to sign this code, but Brazil does not appear likely to
sign in the near future.

The initial publicity given by the Commerce Department to
the U.S.-Brazil bilateral accords appeared to signal, at least
in Brazil, a more aggressive U.S. response to competitor prac-
tices and a new willingness to pursue bilateral tactics.

The U.S. government's recent, more cautious approach to
promoting further MOUs with other countries not subject to the
Code may have 1lessened the thrust of this bilateral policy
initiative and, in our opinion, does leave a somewhat unclear
impression as to what aggressive bilateral tactics the United
States is willing to pursue.

U.S5. BUSINESS PERCEPTIONS OF THE USE
OF GOVERNMENT-TO-GOVERNMENT ACCORDS

Through our questionnaire we queried industry about their
knowledge of the use of government-to-government accords in
Brazil and world-wide and how they may be affecting their export
opportunities. In the Brazilian market the majority of respon-
dents did not know if France, Japan, and West Germany were using
bilateral trade accords which reduced their ability to compete
in the Brazilian market, or in other world markets. Of the
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firms that were cognizant of their competitors' bilateral
accords in Brazil, about 62 percent, however, did feel that such
accords have been reducing their ability to compete at least to
some extent.

Of those firms that believed their competitors' bilateral
trade accords were restricting their ability to compete world-
wide, France was cited most often (by 14 of 50 U.S. firms).
Japan's bilateral accords were cited by 9 of 48 U.S. firms,
while Germany was cited by only 3 firms. The greater use of
bilateral trade accords by France may be explained, in part, by
its 1long colonial history in certain regions of the world.
Cultural, linguistic, political, and economic similarities which
resulted from these relationships lend themselves to bilateral
trade accords. Perhaps the best example of this relationship is
between France and certain countries in West Africa, which was
cited by several U.S. firms as being a closed market for the
French.

We tried to determine how the U.S. firms would react to
wider use of U.S. government-to~government accords, in part, to
counteract foreign government involvement. Half of the 69 per-
cent of firms expressing an opinion felt that the U.S. govern-
ment should expand its use of government-to-government accords
worldwide to a great extent or to a very great extent. All
firms responding felt that they should be used at least to some
extent.

AGENCY COMMENTS AND GAQ RESPONSE

With respect to the MOUs, Commerce, State, and the U.S.
Trade Representative noted that the report overstates their sig-
nificance as a trade policy tool. We made it clear, however,
that to date, the MOUs cover only certain products and
projects. Commerce did state that MOUs have been used effec-
tively in Brazil and could have application in other countries,
and it also noted that until the U.S. government countered with
its own MOUs, our European competitors were the principal bene-
ficiaries of Brazil's policy.

The Commerce Department has highly publicized the MOUs as
an export promotion tool. They were signed in April 1983 by the
Deputy Secretary of Commerce, were featured as the May 2, 1983,
cover story of Commerce's Business America publication, were
reported on in subsequent issues including an article showing
the Secretary of State presiding over the signing of preliminary
contracts, and were promoted to U.S. businessmen at a special
seminar describing the commercial opportunities they offer.
Also, the Deputy Secretary of Commerce was reported in the U.S.
press (Business Week, May 2, 1983) as characterizing the MOUs as
a major breakthrough in U.S. trade policy and as setting the
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stage for similar agreements with other countries. Furthermore,
as noted in this chapter, Commerce requested 28 Foreign
Commercial Service posts to report on the advisability of
initiating other bilateral talks on MOUs. We would have
expected that Commerce by now might have developed more complete
information as to the use of such technigques in the world
trading community that provide foreign firms with a competitive
advantage over U.S. firms.

Commerce also stated in its comments that the U.S. govern-
ment should focus more attention on directly addressing
Brazilian restrictions than on adapting ourselves to these
restrictions. State also pointed out that the MOUs are not
legally binding instruments, as are bilateral and multilateral
agreements.

We agree with Commerce that it is preferable to directly
address a country's restrictive trade practices; however, when
such efforts make little progress, such initiatives as MOUs in
Brazil can be desirable in promoting U.S. firms' competitive-
ness. Such agreements would hopefully, at some point in time,
be superseded by country actions terminating restrictive trade
practices. The responses to our questionnaire show that the
U.S. business community is generally supportive of such U.S.
government initiatives.
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CHAPTER 3

COUNTERTRADE: A GROWING PHENOMENON

Once isolated to trade dealings with Eastern bloc coun-
tries, countertrade now appears to be a small but growing,
phenomenon in numerous developing nations.! Currently estimated
at anywhere from 1 to 40 percent of world trade, the extent of
global countertrade is a source of much dissension among trade
experts, as is the question of whether it is merely a temporary
aberration or is becoming a long-term, institutionalized trading
tactic. Consensus exists, however, on one major pocint--that at
least for the near term, countertrade demands, strategies, and
deals-in-progress are on the rise.

While countertrade offers both advantages and disadvant-
ages, many countries, like Brazil, find the concept attractive
as a potential way around the problem of foreign exchange
scarcity. Like other developing countries troubled by illigquid-
ity, Brazil has sought answers toc the paradox of adhering to the
International Monetary Fund's stringent guidelines to cut
imports and increase exports, while also sustaining the imports
needed as components to produce goods for export and for general
consumption. To such countries, countertrade can seem to
provide a means to obtain necessary, albeit hard to get imports
without the outflow of scarce foreign exchange and with the
additional bonus of guaranteed export markets. Not sur-
prisingly, Brazil, along with other Latin American countries
like Columbia and Mexico, has already initiated various counter-
trade programs. Our review showed that, in choosing among
exporters vying for its import markets, Brazil considers the
willingness to countertrade a significant competitive factor
in certain market sectors.

Although countertrade threatens an open, non-~-discriminatory
multilateral trading system by foreclosing market sectors from
competition based on price and gquality, its use is not governed
by international law. Countertrade is not prohibited under the
GATT nor under U.S. law. Like most developed countries, the
United States does not attempt to regulate countertrade,
choosing instead to remain neutral on the issue of strictly
commercial countertrade~-allowing firms to decide for themselves
whether or not to engage in this trading practice--while still
maintaining a stated opposition to countertrade that is
governmentally mandated.

IThe International Trade Commission has identified over 100
nations which have participated in some form of countertrade.
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Despite the absence of comprehensive government guidelines
regarding private countertrade, U.S. business seems to be in the
process of gearing up for its <continued use as a potentially
necessary means to maintain trade with developing nations.
DEFINITIONS AND STUDIES OF COUNTERTRADE
ARE NUMEROUS AND OFTEN CONTRADICTORY

Often thought of as merely barter, or trade without money,
the term countertrade actunallv encompasses an array of trade
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practices which do involve some monetary exchange. Broadly
stated, a countertrade transaction sets up a linkage between the
buyer and the seller, obliging the seller to purchase certain
goods from the buyer in order to offset the price of the origi-
nal sale.

Disagreement as to definitions of countertrade leads to
differences in the amount of world trade attributed to it--cur-
rent estimates range from 1 to 40 percent. The large variance
is due to both the lack of hard data on countertrade deals and
inclusion or exclusion of «certain trade practices in the
measurement of how much countertrade is taking place globally.
Studies initiated by the Organization for Economic Cooperation
and Development (OECD) and GATT, along with the Departments of
State and Commerce, have all acknowledged that countertrade
appears to be a phenomenon that will increase, at least over the
short term.

Countertrade definitions

There are at least small variations——-and often large dis-
crepancies--in what practices fall under the general category of
countertrade. 1In major studies and papers on the subject, the
range includes everything from mere barter trade to inclusion of
all bilateral arrangements.

Because our study focuses on commercial trading practices,
the following specific practices have been included under our
use of the term countertrade:

1. BARTER. A one-time exchange of goods or serv-
ices without the introduction of any cash pay-
ment, arranged under one contract.

2. COUNTERPURCHASE (or 1indirect <compensation).
Seller agrees to buy back something from the
original buyer or another entity equaling the
full or partial value of the initial sale.

3. BUY-BACK COMPENSATION (or direct compensa-
tion). Seller of machinery, technology or
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goods produced from the purchased equipment or
technology.

4. OFFSET. Supplier agrees to market products
produced in the buyer's country or to allow
some portion of the goods sold (often military
hardware} to be manufactured in the buying
country to "offset" the price of the original
goods.

5. SWITCH TRADING. A third party (or series of
participants) is brought into countertrade
transaction to accept the countertrade obliga-
tion of the original seller.

These five forms of countertrade tend to be made on a private,
contractual basis.

Some trade experts also include governmentally sponsored
trade arrangements under the heading of countertrade since they
result in restricted trade flows and can be thought of as sys~
tematized forms of barter.

6. BILATERAL TRADE ARRANGEMENT. Two nations agree
officially to exchange goods over a specified
period of time; exports are paid for in domes-
tics currencies through central banks.

7. MULTILATERAL CLEARING SYSTEM. Accounts are
maintained with each participating nation's
central bank, to enable the exchange of a set
volume of goods (often on a regional basis);
settlements of trade imbalances are made in
cash at standard points in time (e.g., gquar-
terly).

8. EVIDENCE ACCOUNT. A government entity of a
developing country and a western firm set up an
umbrella trade agreement which serves to facil-
itate and document trade flows (often used when
countertrade is a national requirement); trade
must be balanced over a specified period.

One conceptually useful way to define countertrade is to
divide it between the categories of "commercial" versus "indus-
trial®™ countertrade transactions. Commercial countertrade would
entail traditional arrangements generally used to overcome for-
eign exchange constraints--normally short-term exchanges of sur-
plus commodities for essential imports invelving current produc-
tion and generally limited amounts of goods (i.e., 1less than
$10 million). Barter, counterpurchase, switch trades, along
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with bilateral trade and multilateral clearing arrangements,
would fall under this category. Industrial countertrade would
involve longer term arrangements to implement industrial poli-
cies and export expansion programs--entailing exchanges of
technology, manufacturing capability, etc., for the resultant
output. This form of countertrade necessitates plant involve-
ment for future production and major capital outlays. Offsets,
buy-back compensation, and coproduction would be in this
category.

It is important to note that whereas commercial counter-
trade may have relatively little impact on world trade, indus-
trial countertrade may have major ramifications, 'because it
involves long-term structural changes in trading relationships.
This is believed to be the form of countertrade that is having
the most international growth.

Studies have not determined the effects
of countertrade on either U.S. industry
or LDC economies

Despite a growing interest and concern regarding the
effects of countertrade, no well-documented analysis is cur-
rently available on the actual effects of the practice on either
the U.S. industrial base or economies of LDCs. Numerous studies
have attempted to define the issues surrounding countertrade,
but none to date have anything but broad estimates on the amount
of countertrade occurring globally. For example, a recent GATT
study cites estimates that countertrade may account for anywhere
from 1 to 40 percent of overall world trade, and defines
countertrade only as ad hoc forms of barter. Similarly, an OECD
study group has not been able to determine the exact level of
countertrade occurring globally. Both the GATT and OECD study
groups believe that countertrade, in its various forms, can have
major negative effects on both the world trading system and
individual trade partners.

Numerous U.S. agencies have initiated countertrade studies
but none have definitively established its impact on U.S.
industry. The U.S. Trade Representative has chaired an inter-
agency Trade Policy Review Group study on countertrade and
barter, which remains the most official, but still unclear,
statement of U.S. policy--making recommendations which condemn
countertrade in principle while not opposing it as a business
practice. The Departments of Commerce, Treasury, and State
have issued countertrade studies, as well as the International
Trade Commission, which is currently involved in a major assess-
ment of the effects of countertrade on U.S. industry due for
release in mid-1985. Studies by private business groups tend to
show higher estimates of countertrade than do U.S. government
studies.
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THEORETICAL ADVANTAGES AND
DISADVANTAGES OF COUNTERTRADE

A major part of the debate over countertrade stems from the
lack of knowledge and long-term experience regarding the net
effects it has on LDCs, Western firms, and the world trading
system, Whether the benefits attributed to countertrade as a
trading tactic are real or illusionary is still open to debate.

Perceived benefits for LDCs

In light of widespread foreign exchange shortages in Latin
America, it is not surprising that countertrade, as a potential
remedy to trade problems, would seem attractive. Below are some
of the benefits attributed to countertrade as broadly defined.

--An alternative means of financing imports when
balance-of-payment deficits have produced a
shortage of foreign exchange.

--A means of obtaining hard currencies by requiring
exporters to purchase from domestic sources or to
make new investments in-country.

--A way to improve domestic industries, through
buybacks and technology transfer, while securing
a buyer for new products.

. ==The expansion of export markets via the utiliza-
tion of the developed countries' marketing and
distribution network (access to marketing skills
and resources often unavailable to LDCs to de-
velop non-traditional exports.)

--The potential to unload surplus goods of poor
quality or which have decreasing markets (or
increasing international competitionj.

-=-The ability to camouflage the price of export
goods (for purposes of undercutting cartel
prices, disguising dumping, or under-rating
tariffs, gquotas, etc.)

~--A way to circumvent trade impediments such as
foreign exchange fluctuations and domestic for-
eign exchange controls.

--A means to reduce excess demand for foreign ex-

change without depreciating domestic currency
(necessitating a policy change).
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--The potential for increased East-South trade with
Eastern-bloc countries which often require
countertrade.

--The capability to exert some influence over
multinational corporations.

Perceived benefits for
developed nations

The debt crises in the developing nations have had a strong
corresponding effect on the industrialized countries because of
resulting large reductions in LDC export markets. Marketing
technigues and trading tactics were forced to become more
“"creative", Countertrade, as well as other "compensatory
arrangements" became a mode of trade based on necessity. Some
Western trade experts contend that countertrade has had a posi-
tive impact on world trade since they believe it can help to
maintain trade during periods of financial difficulties when
countries often find hard currency scarce. Countertrade can
provide the following other possible advantages.

--The opening of new export markets, and mainten-
ance of existing markets, unable or unwilling to
do business without some form of countertrade.

--A competitive trade edge over companies/countries
that refuse to countertrade.

--A potential sale of related goods, services,
spare parts, "package arrangements", and turnkey
projects.

--The long-term conditioning of export markets
toward a given product line, establishing a pat-
tern of subsequent sales while closing out the
cecmpetition,

--A political advantage by way of improving eco-
nomic ties with the developing country and prov-
ing reliability as a trading partner.

--The opportunity of establishing secured access to
essential raw materials.

--The ability for firms to create new production
capacity via compensatory arrangements with an
LDC--production/assembly of labor-intensive or
older technology products can move to the LDC (at
a lower than domestic cost) freeing production
space for new product lines.
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-—-A way of understating the true value of the
transaction in order to take advantage of tax and
tariff laws.

Potential disadvantages
for LDCs

Countertrade may entail more long term negative effects
than are initially realized. LDCs may find that countertrade:

--Can eliminate choice regarding price and quality
of goods received in exchange as part of counter-
trade deals--counter to the principle of com-
parative advantage.

--May leave domestic manufacturers out-of-touch
with the real marketplace allowing the postpone-
ment of competitively necessary product 1line
changes.

--May saturate export markets with low-priced
goods, driving the prices and profits of LDC
goods down further.

--Can also discourage domestic manufacturers from
ever developing an international marketing
capability by reliance on outside help.

~-Requirements may stop some firms from trading in
the country making such demands, and thereby
limit themselves to imports from firms offering
lower guality or older technology products.

--Ties up export earnings involved in specific
transactions, therefore limiting flexibility and
leverage for other import/export trade.

--Offers only short-term palliative solutions to
exchange shortages, which may mask or delay
necessary and fundamental economic adjustment
policy changes.

Potential disadvantages
for developed nations

The liabilities incurred from entering into countertrade
deals may greatly offset gains. Western firms may conclude that
countertrade:

-=-Can complicate trade negotiations and develop

into time-consuming and costly difficulties in
culminating a deal.
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-~Obliges the exporter to become an importer,
enduring the inconvenience of repackaging,
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or the additional costs of hiring an external
trading company or developing an in-house
countertrade department to sell the goods.

—-Entails goods which are often of either low gqual-
ity, have limited market appeal or have different
specifications than are needed for home market
distribution.

-~Can involve "exporting jobs" which may 1lead to
domestic union problems and political difficul-
ties at home if industrial countertrade practices
encourage growth in foreign manufacturing capa-
bilities which then replace U.S. industry.

-~Can distort both commodity prices and trade pat-
terns, especially those deals involving offset
and coproduction (so-called industrial counter-
trade).

--May entail technology transfers or other compen-
satory transactions, which might result in
development of a future competitive rival in that
market.

--Could result in down-grading of quality 1if
foreign parts are used--if the same trademark is
used for both domestic and foreign (compensation)
production the reputation of the firm may be
jeopardized.

Thus, countertrade can be both an inefficient and expensive way
of doing business--undesirable on most counts to Western firms
used to competition based on service, quality, and price. How-
ever, in the short-term firms may be faced with either offering
countertrade or effectively losing that export market.

The benefits of countertrade are often more easily discern-
able than the 1liabilities. The full costs of a countertrade
deal may not be fully known until the transaction culminates.
To an LDC without adequate fore